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ONE SURPRISE AFTER ANOTHER 


HATEVER else it may have in store for investors, the new decade 
W already has pulled one whopping rabbit out of the hat. Instead of 

climbing to new heights after the turn of the year (and the settlement 
of the steel strike), stock prices plummeted, to the point indeed where, by at 
least one old and respected yardstick, they appear to be in a bear market. Con- 
trariwise, fixed-income obligations, thoroughly out of favor just three months 
ago, have staged one of the most striking turnabouts in the annals of finance. 


To be sure, as noted here in December, some recovery in debt instruments 
might have been expected purely on a seasonal basis. Even in 1959, it was 
suggested, the upturn from mid-January to mid-March amounted roughly to 25 
basis points. What has happened this year, however, goes far beyond the sea- 
sonal. In the week of January 4, to illustrate, 91-day Treasury bills carried a 
discount of 4.60%. For the first time in history, a six-month bill was awarded 
at a discount yield in excess of 5% -- specifically, at 5.10%, equal to 5.32% on 
an interest-bearing security. Last week, in striking contrast, three-month 
Treasury bills were discounted at 3.03%, while their six-month counterparts 
were down to 3.18%. 


By the same token, in mid-March dealers in bankers’ acceptances cut their 
rates by one-quarter of 1%, for the fourth time since late January; major sales 
finance companies and commercial paper dealers followed suit. As to longer 
term obligations, the Dow-Jones Index of Municipal Bond Yields last Monday 
(March 21) slipped to 3.58%, compared with 3.63% just a week before and a 
quarter-century high of 3.84% at the year-end. Top-ranking public utility is- 
sues, which returned well over 5% in early January, last week were floated 
successfully at 4-3/4%. Conversely, prices of outstanding government bonds 
have climbed sharply, in some cases by as much as a half-dozen points from 
their lows 


Similar trends have shown up, albeit belatedly and with much less force, 
in the home loan market. Thus, according to the Federal Housing Administra- 
tion, secondary market prices for immediate delivery of FHA-insured 5-3/4% 
new home loans (with 25-year maturities and 10% or more downpayment) av- 
eraged 96.4 0n March 1, a slight improvement over the 96.3 reported a month 
earlier. Biggest gain -- one fifth of a point -- was scored in the North Central 
and Southwestern parts of the country. 


Some easing of the pinch even may be seen in the Secondary Market Opera- 
tions of the Federal National Mortgage Association. In the fourth quarter of 
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1959, FNMA bought liens valued at $290 million, nearly one-third higher than 
the total for the third quarter. While purchases in January-March continued to 
rise --a tentatiy timate puts them around $325-350 million --the rate of in- 
crease plainly has begun to slacken. The leveling off shows still more strik- 
ingly in the figures covering the number of mortgages offered for sale to the a- 
gency. In October-December 1959, some 26,500 loans were offered under im- 
mediate purchase contracts to FNMA. In January-March, preliminary esti- 
mates suggest, the number will not exceed 30,000; in recent weeks, moreover, 
the figures have been running well below the levels reached earlier this year. 


To this unexpected turn of events in the financial markets, a number of 
elements have « buted. For one thing, fixed-income obligations last fall 
were subjected to extreme and unwarranted pressure. In anticipation of what 
was widely -- and mistakenly -- heralded as “a money panic,” many corporate 
borrowers in effect hoarded funds. Sales for tax loss purposes by commer- 
cial banks were heavy, and, toward the end of December, the State of Michi- 
gan, to solve serious financial troubles, reportedly dumped nearly $40 million 
worth of long-term Treasury bonds upon reluctant dealers. 


Technical considerations aside, year-end exuberance on business pros- 
pects for 1960 and beyond plainly was overdone. True, industrial production, 
as measured by the Federal Reserve Board’s Index, hit a record high of 168 
in January, up two points from the previous peak of last summer. Even this 
figure, however, was less than anticipated -- indeed, it represents a subse- 
quent downward revision of one index point. In February, moreover, the FRB 


Index dropped another point and, to judge by continued reports of shutdowns of 
auto and applian lants, the slackening steel mill rate and scheduled cut- 
backs in output of domestic crude, the FRB Index may well drop somewhat 
further in March and perhaps in April as well. Meanwhile, business invento- 
ries have piled up at an unprecedented clip -- by an estimated $1 billion, sea- 
sonally adjusted, in both December and January -- a pace which has not been 
sustained. In the light of glowing forecasts about the Golden Sixties, heard 
not long ago, such a performance, to say the least, has been disappointing. 


Less-than-expected vigor in production and trade naturally enough has been 
accompanied by iller demand for credit than most observers looked for 
not long ago. Th onsumer installment credit in January rose by less than 
$400 million, «ompared with $433 million in January 1959. According to 
William McChesney Martin, chairman of the Federal Reserve Board, demand 
for business loans to date this year has failedto match expectations. In the two 
weeks prior to t! nid-March tax deadline, for example, banks in New York 
City reported a net gain of $341 million in commercial, industrial, and agri- 
cultural loans. While the figures are not strictly comparable, the net gains in 
the corresponding periods of 1959 and 1958 were $401 and $468 million, re- 
spectively. Another straw in the wind: in January-February 1960, State and 
municipal long-term financing came to less than $1.3 billion, nearly one-sixth 
below the $1.5 billion reported in the corresponding two months a year ago. 


Biggest fact ff all has been the dramatic improvement in the status of 
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the Treasury. Last fall, it will be recalled, informed opinion both in and out- 




















side of Washington was virtually unanimous in predicting a sizable budget def- 
icit for the fiscal year ending June 30, 1960. In mid-January, however, the 
President revealed that the Treasury will be slightly in the black for the cur- 
rent fiscal year. In fact, it now seems likely that the surplus will be consid- 
erably larger than forecast. Qn a cash basis (including receipts of the Old 
Age and Survivors Insurance Fund, Unemployment Insurance and the High- 
way Fund) the figure well might top $2 billion. In any case, the shift from red 
ink to black, representing as it does a total annual improvement of $12 billion 
or so, has done a great deal to spark the dramatic easing of money rates. 


So much for the recent past. As to the near-term outlook, the market may 
well be getting ready to spring another surprise. Instead of continuing its ad- 
vance, as a great many speculators seem to be counting on, a fresh reversal 
might be in the cards. Here, again, several reasons suggest themselves. One 
is the unprecedented speed of the recent rise. Within the past two weeks alone, 
Triple-A-rated corporate bonds have declined in yield as much as one-quarter 
of a point, a striking move. The bond markets have proved to be as thin on the 
upside as on the decline. Moreover, anew seasonal factor -- the reverse of 
that which prevailed in January-March -- now is setting in. Virtually every 
spring sees some tightening of credit and some rise in yields. 


In addition, there are fundamental grounds for expecting at least an inter- 
ruption to the upsurge in bond prices. With respect to business conditions, 
pessimism, like the optimism which preceded it, may have become excessive. 
After all, production and trade this year have been hampered not only by a late 
Easter, but also by unusually bad weather in such key economic areas as the 
Midwest and the South. The advent of warmer weather, which usually gives at 
least a temporary fillip to business, this year (as in 1956) might bring an un- 
usually vigorous rebound. If, by any chance, the sagging stock market also 
should happen to stage a sustained rally within the next few weeks, the econom- 
ic scene, temporarily at any rate, would take on a brighter hue. 


On this score, an economist for the United States Savings and Loan League 
remains hopeful. “Despite some gray clouds on the economic horizon, the 
outlook for business continues very healthy,” Dr. Leon T. Kendall of Chicago 
told savings and loan officials the other day. The months ahead, he added, 
should bring continued records in employment, income, and spending by con- 
sumers and businessmen alike. 


Demand for long-term capital continues strong. While flotations of munic- 
ipals and corporates have lagged behind year-ago levels, the upswing in the 
market is likely to lure them from hiding. Several large issues, including the 
$50 million New York State Thruway offering, are likely to loom on the horizon 
shortly. For the full year, according to such well-informed sources as Salo- 
mon Brothers and Hutzler, leading bond house, demand for long-term funds 
will run to $27.7 billion, compared with a probable net supply -- excluding the 
Budget surplus -- of only $26.6 billion, leaving a gap of $1.1 billion. 


All these elements will influence the course of money rates. In addition, 

















ers. For oue th activities of savings and loan associations, which have 
become pre-eminent in the field, are bound to be cramped a bit by the tighten- 
ing of the spigot at the Federal Home Loan Banks. At the turn of the year, the 
FHLBB had outstanding indebtedness of about $1.7 billion. Its own advances to 
member savings and loans had reached the record high of $2,134 million. As 
of mid-March, in contrast, the banks had outstanding slightly more than $1.3 
billion in debt, while their own credit had shown a proportionate decline. 


Savings and loan associations, as well as other lenders, also will be ham- 
pered by the continuing difficulty of attracting savings. Last year the savings 
and loan industry did exceptionally well in this regard, gathering in some $6.8 
billion worth of new funds. While their showing has continued strong -- in the 
first two months the year net savings actually rose by 5% -- the head of the 
United States Savings and Loan League is on record as predicting a decline in 
the total for the year to $6 billion. Savings banks, for their part, have not 
been as fortunat: After losing deposits in October and November, and recov- 
ering somewhat December, the National Association of Mutual Savings Banks 
reported a further drop in deposits of $68 million in January. The loss un- 
doubtedly reflected withdrawals by small depositors to buy the special one- 
year issue of Treasury bills, which was priced at the time to yield the equiv- 
alent of 5.35% Similarly, life insurance companies began the year with a 
slight decline in sales of policies. 


Finally, whil w comfortably in the black, the Treasury continues to ex- 


ert an influence on the market. To be sure, it does not have to raise great 
sums of new money. However, it is faced with the necessity of continually re- 
placing maturing issues. Moreover, in view of the sharp shrinkage of the av- 
erage length of the public debt to the shortest maturity on record, the Depart- 
ment understandably will seek every possible opportunity to stretch it out. 


Until this month, of course, it was stymied by the 4-1/4% ceiling on long- 
term government bond rates, an artificial barrier which Congress, to date at 
least, refuses to lift. The sharp decline in bond yields, however, now may 
give the Treasu! ts chance. At prices prevailing last week, medium-term 
issues, say of six or seven years’ maturity, could be sold without bumping 
against the 4-1/4 eiling (the “Magic Fives,” to illustrate, at midweek were 
selling to yield 4 Whether the Treasury, in its next refunding operation, 
which is scheduled to be announced by the end of March, will take advantage of 
the market improvement, remains to be seen. Sooner or later, however, if 
the rise persists, it undoubtedly will do so, a possibility which tends to cast 
its own shadow over the market. In short, 4-1/4% may prove to be not a ceil- 
ing but a floor, beneath which medium- and long-term rates for the time being 
are unlikely to fa 


To sum up, two things about the mortgage market now seem clear. The 
peak of interest rates and tight credit probably has been seen. The downturn 
in yields, howev: may soon show a temporary, partly seasonal, reversal. 
In any case, in the Golden Sixties, as in the Frantic Fifties, the mortgage 
lender will do well to take nothing for granted. 
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